As the business cycle fluctuates, the U.S. economy may face increased unemployment in the case of an economic downturn or increased inflation in the stage of an expansion. Therefore, the study of business cycles is important in determining the current and future condition of the economy as a whole. This study seeks to expand the current body of knowledge of the business cycle by combining the history of economic theory of " Veblen", "Marx", "Schumpterer", "Friedman", "Keynes", "Minsky", and "Sherman" with the diffusion index popularized by " Valentine and Dauten" (1983) 
INTRODUCTION
istorically, the term "Business Cycle" has been used to describe the up and down fluctuations in the aggregate economy (Real -GDP) as it moves through time. At the beginning of the business cycle, the upward forces (variables) move the cycle in an upward direction. As the cycle continues, this upward movement strengthens as additional variables start to join the forces to move the cycle in the same direction. These forces have a cumulative effect on the cycle, moving it higher and higher until the cycle reaches the peak and are then replaced by forces that move the cycle in the opposite (downward) direction. These downward forces gradually build up until they reach a point of maximum development. At that point, the business cycle reaches its trough. The downward forces then again give way to opposite forces to start a new business cycle. Thus the business cycle is the continuous movement of expansion and contraction caused by the movements of cumulative variables (forces) (McConnell and Brue, 2008) .
The crisis or the downturn takes place quickly and violently, due primarily to the sudden and violent changes in business and individual expectations. An expansion, however, takes place over time. Keynes (1964) proposed that this increase is gradual because it is the return of confidence in the economy that brings about the economic expansion. Keynes (1964) proposed that an interval of time must usually elapse before a recovery can begin. Thus the crisis may be violent and abrupt, but the expansion is slow to occur.
It is important to study these fluctuations in the economy because these fluctuations affect prices, wages, and the level of employment. Government, business and individuals need to study business cycles to forecast and prepare themselves for the inevitable up and down in the aggregate economy. This study intends to conduct research on current business cycle.
The purpose of this study is twofold: the first is to review the theoretical framework of the business cycle, and second to predict the position and direction of the current business cycle.
Schumpeter
In 1939 Joseph Schumpeter proposed that innovations generate business cycles. Innovations can be a new technique, new materials, or new process of doing business. Schumpeter (1939) proposed that the economy is inherently stable or in a state of equilibrium. When a new innovation is introduced, it causes a surge in investment that continues to the point where the innovation has its full effect on the economy. At this point, there will be an over investment in production of goods and services from that innovation, causing a reduction in the aggregate price level, a reduction in profits, and a downturn in the aggregate economy (recession). A recession continues until a new equilibrium point is reached.
Friedman
Milton Friedman (1953) believed that the business cycle is caused by external shocks compounded by the fact that the government tries to compensate for the external shock. Friedman (1953) proposed that monetary and fiscal policy all have lags and that the government's decision to act with monetary and fiscal policy to stabilize the economy maybe an incorrect decision causing the business cycle to fluctuate.
For example, a sudden tightening of the money supply to curb inflation will have negative effect on business investment causing a recession. Friedman's (1953) argument is that the economy is and has always been inherently stable and that it is self-correcting to a point of equilibrium. In Friedman's (1953) view, since the economy is selfcorrecting, all that policy makers need to do is to set rules for government spending and the money supply on an annual basis. Policy makers should then stick with their rules, leaving no need for expansionary or contractionary monetary and fiscal policies.
Keynes
John Keynes (1964) proposed that the fluctuations in the business cycle result from changes in the marginal efficiency of capital (MEC). Keynes (1964) proposed that the marginal efficiency of capital is the primary determinant of the business cycle. The Marginal Efficiency of Capital (MEC) includes the prospective yield (interest rate) and businesses expectations about the future.
Though the rate of interest is a strong factor in the marginal efficiency of capital, expectations are the strongest factor. Burkett (1987) interpreted Keynes' MEC to be a state of fluctuation, because the future of business is unknown and investors' expectations of the future are subject to change. Thus the marginal efficiency of capital (MEC) cannot be specifically calculated due to fluctuations in business expectations therefore the business cycle must be determined by other factors in addition to the primary factor of marginal efficiency of capital MEC (Burkett, 1987) . Keynes (1964) proposed that the business cycle also responds to changes in other short-term variables of the economic system. The short-term variables identified by Keynes (1964) include employment, wage rate, consumer prices, personal consumption, money supply, interest rate, resource price, corporate profits, disposable personal income, investments, and personal savings.
Minsky
Hyman Minsky (1975) proposed that it is the amount of debt financing that ultimately leads to a downturn in the business cycle. If businesses want to invest, they must either have money or they must be able to practice debt financing. Businesses can acquire more assets by selling bonds (debt financing). But to do so, businesses must assure a balance between the yield on the asset (profits) and the cost of debt. In purchasing an asset, the firm is "betting that the situation will be such that the cash commitments can be met; it is estimating that the odds in an uncertain future are favorable" (Minsky, 1975) .
Businesses borrow money based on their expectations about the future of their business. Businesses borrow little at the beginning of a boom and continue to increase their borrowing as the boom expands. This process leads businesses farther and farther into debt until a point is reached that the borrowing businesses' cash liabilities (debt) begin to increase faster than income. This leads to a collapse in investment spending and a decline in economic activity. Minsky (1975) proposed that it is the over borrowing by business that cause the business cycle.
Sherman
Howard Shermans' (1989) theory the General P r o f i t S q u eez e defines profit in the micro level as revenue minus cost. Sherman (1989) proposed that the later period of the business expansion demand slows down, costs of raw material rise faster than prices, and the aggregate economy slows. Therefore Sherman (1989) proposed that the downturn is caused by a combination of slowing demand and a more rapid increase in costs (producer prices), which squeezes corporate profits.
Once the economy is in recession, both money-wages and profits drop, but profits drop faster than moneywages. As a result, consumer demand falls, but investment demand falls more rapidly. As the fall in investment and consumer demand takes place, government revenues fall while government spending automatically increases and consequently government deficit spending increases. As demand falls businesses realize their mistakes and start laying off or firing the less productive workers. Productivity begins to rise, however, profits and investment continue to fall but at a slower pace. Credit also continues to fall and brings a rapid decline in the interest rate. The decline in the interest rate reduces the cost of debt and in turn increases the profit margin. As the profit margin continues to increase, a new expansion gets under way. The expansion of the profit margin ushers in a new revival and the cycle begins again. Thus the main thrust of business cycles is the squeeze of the profit margin (Sherman, 1989) . © 2011 The Clute Institute METHODOLOGY Based on the above literature review, the following economic indicators have been determined to be important and will be selected in this study to predict the aggregate economic activity (business cycle): The level of employment, the wage rate (average hourly earnings per worker manufacturing), consumer prices (CPI-U--all items, all urban consumers 1982-84 = 100), personal consumption, M-1 (money supply seasonally adjusted), interest rate (yield on U.S. Government securities 3-month T-bill rate on new issue percent), resource price (PPI), corporate profits (manufacturing corporate profits after taxes), disposable personal income (money-wage), investments (gross private domestic investment), and personal savings (see Table 1 ). Since economic indicators do not always move uniformly in the same direction throughout the phases of the business cycle, this study uses a diffusion index to compute the general overall movements of the economic indicators. The diffusion index measures the percentage of factors that are expanding in the same time period. It varies between 100% to zero: 100% indicates that all factors are expanding; zero means that all factors are falling; 50% implies that there is no change in the aggregate factors; a number between 50% and 100% shows that the aggregate factors is expanding at an increasing rate; a number between zero and 50 indicates that the aggregate factors is contracting at a decreasing rate. Accordingly a diffusion index can be used to gauge the strength and direction (expansion or contraction) of the forces at a time period. The diffusion index is a fast, simple, valuable way of forecasting the aggregate economy. The National Bureau of Economic Research currently uses a diffusion index to compute their business cycle indicators as well. Therefore, the diffusion index is used in this study to determine the current position or the current business cycle (Valentine and Dauten, 1983) .
In this study the percentage change in an economic indicator from quarter to quarter is determined using the flowing formula ((Q 2 -Q 1 / Q 1 ) *100). For example, the level of employment in the first quarter of 2009 was 141,603.3 (Q 1 ), the employment for the second quarter of 2009 was 140,459.3 percent (Q 2 ), thus using the above formula we get (((140,459.3 -141,603.3) / 141,603.3) * 100) = -0.808. The percentage change is rounded to the nearest thousandth of a percent. Since employment is positively related to GDP, the direction of the percentage change in employment in Table 1 is coded as expanding "E". Any change in a particular economic indicator of less than a thousandth of a percent is classified as a stable indicator and coded with the letter "O". The letter "C" denotes a contraction in an individual indicator. Having indicated the directional movement of each economic indicator, the number of expanding (E), contracting (C), and stable (O) indicators are summed (see Table 2 ).
Once the expansions and contractions are summed, a simple percentage is computed. The percentage of expansions are then related to the diffusion index stage (see Figure 1) , and plotted on the diffusion index graph (see Figure  1) . Thus the plotted point in the diffusion index could be used to find the corresponding point in the business cycle forecast graph to determine the expected or forecasted position of the aggregate economy (Real-GDP) (see Figure  1) . Once the forecasted business cycle is identified and the direction of the economy is known, analysts can focus on controlling the business cycle by adopting monetary and fiscal policies. Table 3 , showing the change and direction of each of the economic indicators, and the percentage of total indicators that were expanding, contracting, or remaining stable. Table 3 also shows that in Q1 2010, 91% of the total economic indicators were expanding. Figure 2 explains that when 50% -100% of economic indicators are expanding, the Diffusion Index is in stage 1. Tracing the points on the Diffusion index curve up to intersect the business cycle forecast curve determines the location and direction of the current aggregate economy (RGDP). For example, the second quarter of 2010, 80% of the total indicators were expanding, thus the Diffusion Index was in stage one tracing the point in diffusion index up to intersect the business cycle graph, showing that the business cycle was in the stage of expansion.
Stage
Diffusion Index Implied Direction 1 Rising (50% -100%) Increasing at an increasing rate 2 Falling (100% -50%) Increasing at a decreasing rate 3
Falling (50% -0%) Declining at an increasing rate 4
Rising (0% -50%) Declining at a decreasing rate 
Q1 Q2
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Table 3 also shows that there was a decline in both the consumer prices and producer prices in Q2 2010, indicating a weakening of the expansion in the economy in Q2 2010 as compared to previous Q1 2010. The percentage growth in real GDP in Q2 2010 slowed to 0.588 (table4) but continued to be positive. Table 4 and Figure  3 reveal that RGDP has been expanding for the last four quarters (0.274, 1.616, 0.673, 0.588). Since the forecasted business cycle using the Diffusion Index flows well with the actual RGDP data, this supports the use of the Diffusion Index as a credible methodology for forecasting the current business cycle. Real GDP increased in Q2 2010, however, if more indicators turn negative, it is possible that the economy (RGDP) could see a double dip recession in the year to come.
In summary, this study reviewed the theoretical framework of the business cycle and Forecasted the position and direction of the current business cycle using the Diffusion Index. This study found that the Diffusion Index to be a useful tool in forecasting the location and direction of the current business cycle. 
